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[6351-01] 


COMMODITY FUTURES TRADING 
COMMISSION 


[17 CFR Chapter 1] 
SPREAD TRADING 
Advance Notice of Proposed Rulemaking 


AGENCY: Commodity Futures Trad- 
ing Commission. 


ACTION: Advance notice of proposed 
rulemaking. 


SUMMARY: The Commodity Futures 
Trading Commission is considering 
adopting a regulation to set forth pro- 
cedures for executing spread transac- 
tions and is soliciting the views of 
knowledgeable persons and other 
members of the public on practices 
that should be covered in any compre- 
hensive regulation. The Commission 
has posed a number of questions for 
which comment is specifically sought 
and has provided preliminary conclu- 
sions upon which comment is welcome. 


DATE: Comments must be received on 
or before October 1, 1978. 


ADDRESS: Comments should be sent 
to: Commodity Futures Trading Com- 
mission, 2033 K Street NW., Washing- 
ton, D.C. 20581. Attention: Secretariat. 


FOR FURTHER INFORMATION 
CONTACT: 


Patricia Gillman, Division of Trad- 
ing and Markets, Commodity Fu- 
tures Trading Commission, 2033 K 
Street NW., Washington, D.C. 20581, 
telephone 202-254-5208. 


SUPPLEMENTARY INFORMATION: 
This request for public comment fol- 
lows Commission staff study into the 
practices of spread trading on contract 
markets. The staff has reviewed a 
series of administrative decisions 
(AD’s) of its predecessor, the Com- 
modity Exchange Authority (“CEA”), 
relating to this subject and has exam- 
ined the spread trading rules adopted 
by each of the contract markets. It 
has observed spread trading, inter- 
viewed floor brokers and contract 
market officials and reviewed ex- 
change disciplinary files. The Commis- 
sion believes that now, before propos- 
ing any regulation, it would be helpful 
to invite broader public participation. 


DEFINITION OF THE TERM “SPREAD” 


The term spread (with its variants 
“switch,” “straddle” and “exchange” 
is used generally by the industry to de- 
scribe the purchase of one future 
against the sale of another future of 
equal size, where both futures are in 
the same or related commodities. This 
purchase and sale constitute the two 
“legs” of the spread. A significant, al- 
though not the only, impetus to 
spread trading is the expectation that 
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the difference in the prices of these 
two legs (called the “differential” or 
“point spread”) will either narrow or 
widen to approach what the market 
considers to be the appropriate differ- 
ential at a subsequent point in time. 
For this reason spread trading appears 
to serve the constructive purpose of 
keeping the prices for various months 
aligned and offers other advantages to 
hedgers. 


How a SPREAD IS EXECUTED 


A spread may be executed in one of 
two ways: By “trading the differen- 
tial,” or by “legging in” or “legging 
on.” The term “trading the differen- 
tial’ refers to the practice of providing 
a bid or offer on the size of the differ- 
ential. Acceptance of this quote results 
in the simultaneous purchase of 1 
month and sale of another at the 
agreed-upon differential. One trades 
the differential in the “spread 
market,” a reference not to a physical- 
ly separate market but rather to a 
manner of executing both legs simul- 
taneously at a differential. 

The terms “legging in’ or “legging 


on” refer to the practice of obtaining 


the legs of the spread one at a time. A 
broker legs into an _  intramarket 
spread! by executing two separate 
transactions—a buy and a sell. He legs 
into an intermarket spread ? by execut- 
ing a buy (sell) transaction in one 
market and a sell (buy) in the same or 
related commodity in a second market. 


How a SPREAD IS PRICED 


A broker legging into a spread is ac- 
tually executing two separate trades. 
As with all such trades, the price is de- 
termined in the market by open 
outcry. A broker executing a spread by 
trading the differential determines the 
differential, but not the price, in the 
market by open outcry. He and the op- 
posite broker to the transaction then 
jointly choose the price of one leg, 
adding or subtracting the differential 
to obtain the price of the second leg. 

Exchange rules on pricing spreads 
executed in the spread market provide 
broad discretion. Only one exchange 
expressly requires that either of these 
prices bear any relationship to prevail- 
ing market prices. The rule of this ex- 
change dictates that one leg of the 
spread must be pegged to the market 
price prevailing at the moment of ex- 
ecution. The other nine exchanges 
permit any combination of prices fall- 
ing within the daily trading range, 
with several allowing any price within 
the permissible daily trading range so 
long as the price chosen will maintain 
the. current differential in a month 
that has not traded that day. 


‘With an intramarket spread both legs 
are trading on the same contract market. 

?With an intermarket spread each leg is 
trading on a different contract market. 


Commentators on spread trading 
have explained that some discretion in 
pricing is necessary because of the lim- 
ited probability that both legs of the 
spread can be priced at current market 
prices. For this probability to occur 
the size of the spread differential 
would have to equal the difference be- 
tween the prices of the two legs in the , 
“regular market.” * Because the two 
markets are in a constant state of 
nonalinement and correction, the 
spread differential may not be identi- 
cal to the difference between the two 
legs at any one point.‘ 

A second reason given for some flexi- 
bility in pricing spreads.is the difficul- 
ty in certain’ cases of determining a 
prevailing market price for both legs. 
One example involves use of the 
spread market to obtain a position in 
an illiquid deferred month. Price un- 
certainty because of this illiquidity im- 
poses a risk that tends to discourage 
trades in distant months. Assumption 
of a spread position may lessen this 
risk and thereby may increase liquid- 
ity. Once the spread has been execut- 
ed, however, ascertaining a prevailing 
market price may prove impossible be- 
cause of the same illiquidity that 
prompted the spread in the first place. 


CEA PRONOUNCEMENTS ON SPREADING 


The CEA treated spreads obtained 
by trading the _ differential as 
noncompetitive transactions for which 
express exchange rules were required 
under regulation 1.38.5 Thus, in AD 
173 (December 1, 1959) the CEA ad- 
vised the president of one commodity 
exchange that spread trades executed 
at a differential “are permissible 
under the Commodity Exchange Act if 
they are made in accordance with 


*The term “regular market” is used here- 
after in contrast to the term “spread 
market.” 

*The two markets tend to aline because of 
the opportunity available to the broker in a 
competitive environment to use the market 
providing him with the more favorable dif- 
ferential. 

5CEA regulation 1.38 is identical to Com- 
mission regulation 1.38 with the exception 
of requiring prior Commission approval of 
exchange rules. Regulation 1.38 provides in 
pertinent part: (a) Competitive execution re- 
quired; exceptions. All purchases and sales 
of any commodity for future delivery on or 
subject to the rules of a contract market 
shall be executed openly and competitively 
by open outcry or posting of bids and offers 
or by other equally open and competitive 
methods, in the trading pit or ring or simi- 
lar place provided by the contract market, 
during the regular hours prescribed by the 
contract market for trading in such com- 
modity: Provided, however, That this re- 
quirement shall not apply to such transac- 
tions as are executed noncompetitively in 
accordance with written rules of the con- 
tract market which have been submitted to 
and approved by the Commission, specifical- 
ly providing for the competitive execution 
of such transactions. 
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written rules of a contract market 
which have been submitted to and not 
disapproved by the Secretary of Agri- 
culture,” a restatement of the proviso 
contained in regulation 1.38(a). 

The CEA provided few guidelines on 
what an exchange spread trading rule 
should contain. AD 173 discusses two: 
The rule should provide (1) that the 
spread ‘“‘be executed competitively and 
by open outcry in the pit or ring,” and 
(2) that each side of the transaction be 
executed “at prices within the daily 
quotation range for the future, or 
within certain specified limits if no 
daily quotation range is established.” 

The majority of the CEA’s pro- 
nouncements on spread trading came 
from a case by case approach and re- 
flect a sustained effort to prevent 
abuses of the pricing discretion afford- 
ed by exchange rules. For example, 
the CEA would not permit an individu- 
al to execute a spread trade as a 
means of circumventing a limit 
market. AD 141 (March 30, 1951) dis- 
cussed a case in which the market was 
locked at an Office of Price Adminis- 
tration-imposed ceiling. In AD 142 
(December 20, 1951) the market was 
locked at its daily price limit. In each 
instance parties had sought to execute 
a spread with one leg priced at the 
limit and the second (the freely 
moving leg) priced at a discount under 
the price at which it was trading in 
the regular market. The CEA noted 
that in these cases the spread transac- 
tion was being used to obtain “prices 
or price equivalents which are away 
from the market.” Pricing the second 
leg to induce the execution of the 
spread would have to be regarded, said 
the CEA, “as a form of manipulation 
and probably also as causing a price 
‘to be reported, registered, or recorded 
which is not a true and bona fide 
price,’ in violation of section 4c(c)® of 
the act.” é 

Similarly, the CEA took issue with 
the. practice of pricing offsetting 
spreads at the highs and lows of the 
day where the result would be a 
riskless transaction. In an announce- 
ment dated October 30, 1959, and ad- 
dressed “To Futures Commission Mer- 
chants and Floor Brokers” the CEA 
described the following which it char- 
acterized as a “wash” trade: Two 
spreads (I.E., buy May—sell July, sell 
May—buy July) had been executed at 
the same differential. One was priced 
at the day’s highs and the other at the 
day’s lows. Thereafter, the high pur- 
chase and low sale were assigned to 
one account to produce the maximum 
loss for the day. The low purchase and 
high sale were assigned to a second ac- 
count, providing the maximum profit. 
The CEA observed that “[nJone of 
this trading was for the purpose of es- 


*Now section 4c(aX(C), 7 U.S.C. 6c(ay(C) 
(1976). 
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tablishing a position in commodity fu- 
tures or for liquidating a previously es- 
tablished position.” It therefore con- 
cluded that “{t]he transactions were 
not bona fide sales or purchases. They 
were made solely to establish pur- 
chases and sales which could be 
matched against other sales and pur- 
chases for a purpose other than bona 
fide trading in commodity futures. 
Such transactions are ‘wash’ sales and 
as such are prohibited by section 4c of 
the Commodity Exchange Act.” 

In its October 30, 1959 announce- 
ment, the CEA also stated that 
“{t]here are other violative features 
surrounding the transaction described 
above.” One of these, the coupling of 
separate orders to create ‘a spread 
order, received separate treatment in 
AD 173, 1 month later. There the CEA 
advised that coupling separate orders 
to create a spread order was unlawful- 
ly noncompetitive. The AD explained 
that its view was intended to assure 
each customer “that the price at 
which his order in a particular future 
is filled is based entirely on competi- 
tive trading in that future and not tied 
to other trades or other futures in 
which he has no interest.” As noted 
above, it is not often possible for both 
legs of a spread to be priced at the 
market price prevailing for each leg in 
the regular market. As a result, a 
party whose order becomes one half of 
a spread order may not obtain a fill as 
good as, or may obtain a fill better 
than, he would have received by a sep- 
arate execution of his order. 

It is apparent from the foregoing 
that the CEA did not intend to permit 
the choosing of prices within the daily 
trading range to be used to eliminate 
all price risk. For example, in a review 
of spread trading in one contract 
market in 1968, the CEA found numer- 
ous instances of spreads being priced 
at the highs or lows of the day in con- 
nection with the kind of wash trading 
discussed above. The CEA drew two 
conclusions from this conduct: (1) 
That the purpose of pricing both legs 
of the spread away from the market 
price prevailing at the time of execu- 
tion was solely to permit traders to 
obtain a profit or loss without taking a 
position in the market, and (2) that 
choosing prices for this reason violat- 
ed section 4c(a)(C) of the act. (As 
noted above, this section prohibits the 
execution of any transaction “used to 
cause any price to be reported, regis- 
tered or recorded which is not a true 
and bona fide price.”) Accordingly, the 
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CEA disapproved the Exchange’s 
spread trading rule which had permit- 
ted pricing within the daily trading 
range. Thereafter the exchange sub- 
mitted a rule providing that at least 
one leg of the spread must be priced 
“at the market price prevailing at the 
time of the trade’”—a rule still in 
effect. 


CURRENT PRACTICES 


From its investigations the Commis- 
sion is aware that, on the majority of 
contract markets, spread prices, as 
well as spread differentials, are cus- 
tomarily set immediately upon execu- 
tion and reflect the prices prevailing 
at the time of execution. Nevertheless, 
on certain markets the pricing of both 
legs of the spread away from the 
market—often at the day’s highs or 
lows—has become prevalent. Also, not- 
withstanding rules to the contrary, 
some markets have been permitting a 
spread order to be created by joining a 
buy and sell order from separate 
unrelated accounts. 

In preparation for drafting a regula- 
tion on spreads obtained by trading 
the differential, the Commission seeks 
comment on the following questions: 

I. What purposes (economic or oth- 
erwise) will be served by permitting 
discretion in the pricing of both iegs 
of a spread executed at a differential? 
In each example offered, how does 
pricing discretion for both legs further 
the stated purpose? What benefits or 
disadvantages would follow from re- 
quiring brokers to price the two legs 
immediately upon execution, pegging 
one leg to a price then prevailing? 

These questions arise from the prac- 
tice of delaying the pricing of both 
legs of the spread and thereby expand- 
ing the range of permissible prices: 

1. The opportunity to choose prices 
appears to increase the opportunity 
for prearranging and accommodating 
trades. The Commission staff is now 
investigating a case in which a broker 
established an artificially low price by 
executing a regular trade substantially 
below the market. Later he filled a 
large volume spread order which he 
priced using the artificially low trade 
he had previously executed. The oppo- 
site broker for his low trade took the 
other side of the large spread transac- 
tion, indicating that both the low 
trade and the spread transaction were 
probably prearranged. In a second sus- 
pected case of prearrangement, this 
one already referred to the exchange 
for investigation, a broker crossed the 
spread orders of two customers of the 
same futures commission merchant. 
Two months later both customers en- 
tered the market with liquidating 
orders which were again crossed, with 
one leg pegged to a price not shown in 
the time and sales record for that day. 
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Plainly, the apparent prearrangement 
in both these cases was directly tied to 
the chance to set spread prices. 

2. The opportunity to choose prices 
appears to increase the incentive for 
traders to misuse the futures markets 
by executing riskless transactions 
wherein they obtain desired profits or 
loss without having taken a position in 
the market. To illustrate, instances 
have come to light in which a broker 
will execute two spreads simultaneous- 
ly, e.g. a May to September and a Sep- 
tember to December. The first spread 
is priced at the day’s highs (or lows) 
and the second at the day’s lows (or 
highs). The two September trades 
cancel out, producing the desired ini- 
tial loss (the usual reason for under- 
taking such a plan). If used toward the 
end of the trading session when the 
day’s high and low are known, this 


trading strategy enables the customer: 


to obtain any size loss. For example, if 
the customer is seeking a $5,000 loss 
and the range between the high and 
the low for September creates a $500 
loss per spread, he need only enter an 
order for 10 May to September and 10 
September to December spreads. In 
obtaining these executions he has ac- 
complished his purpose without taking 
a position in September—a wash sale 
under the CEA interpretation—and 
has been able to determine the out- 
come with near mathematical certain- 
ty. 

3. The opportunity to price away 
from the market appears to discourage 
the alinement between the spread and 
regular markets to the detriment of 
the public. When 1 month reaches the 
limit and ceases trading, it is not un- 
usual for persons wanting to liquidate 
a long (or short) position in the month 
to offer a spread having a differential 
that is larger (or smaller) than the dif- 
ference between the current market 
price for each leg in the regular 
market. 

In one case reviewed by the Commis- 
sion staff, a member of the general 
public sought a spread at the market, 
on the assumption that the two mar- 
kets (spread and regular) would be in 
general alinement. Because (unknown 
to him) he was obtaining a long posi- 
tion in a month locked up the limit, he 
received the distorted and costly dif- 
ferential being offered by traders who 
were locked in the market. It is debat- 
able whether the distortion of spread 
differentials should be permitted as a 
means of enabling traders to escape a 
market locked at the limit price. As 
the CEA noted in AD 142, limits are 
“fixed voluntarily” by exchanges and 
may be modified or abolished entirely 
at their discretion. 

4. The ability to price spreads at 
other than the prevailing market price 
appears to compound the difficulty of 
reconstructing trades. Currently, on 


PROPOSED RULES 


certain exchanges there is almost no 
way to pinpoint the time at which a 
spread is executed. Several do not re- 
quire spreads to be timed at the 
moment of execution. At least one 
which uses a bracketing system for 


regular trades does not require brokers 


to record the bracket in which a 
spread is transacted. Reliance on a 
spread times and sales sheet may 
prove of little benefit where the same 
differential has traded several times 
during the day. The lack of volume 
data on certain times and sales sheets 
also diminishes the usefulness of this 
document. The pricing of spreads at 
the prices prevailing at the moment of 
execution and the immediate give up 
of these prices increases immeasurably 
the opportunity for an accurate recon- 
struction. 

The Commission questions the ratio- 
nale for the existing flexibility in 
pricing in light of the fact that a 
person who elects to leg in, rather 
than use the spread market, has no 
such pricing discretion. Comparing 
trading the differential to legging in 
with respect to this pricing flexibility 
seems appropriate even though leg- 
ging into a spread is riskier than trad- 
ing the differential and therefore is 
not a suitable vehicle for everyone. 
Certain of the brokers interviewed 
stated that, notwithstanding the risk, 
the knowledge that a broker may leg 
in if he finds the prices in the regular 
market more attractive is a definite 
force keeping the two markets in line. 
One Exchange has dismissed the 
option of legging in as not suited to its 
fast-paced market and has claimed 
that its brokers never leg into a 
spread. However, this market also has 
a significantly large percentage of its 
spreads executed at the highs and 
lows of the day, raising the question 
whether its flexible pricing policy may 
be responsible for the limited interest 
in legging into spread positions. 

From its interviews and investiga- 
tions the Commission is aware that 
several groups will be interested in 
maintaining the current discretionary 
pricing. Among these are the follow- 
ing: 

1. Brokers executing scratch trades. 
On at least two exchanges the flexible 
pricing of spreads has been used by 
brokers to increase the number of 
“scratch” trades or “pass outs” which 
they are able to accumulate in 1 day. 
A “scratch” trade (or “pass out’’) is a 
day trade executed by a broker for his 
own account, in which a purchase and 
sale, although filled at different times, 
are at the same price. Until recently 
brokers were encouraged to maximize 
the opportunities to execute scratch 
trades because their fixed clearing 
rate was substantially less than the 
clearing rate for other day trades. It is 
an open question whether this incen- 


tive will remain with the new system 
of negotiated rates required since 
early March 1978. Comments are solic- 
ited on this point. Assuming that the 
opportunity to scratch trade encour- 
ages greater market participation by 
“locals” (brokers trading for their own 
accounts), the Commission also re- 
quests suggestions on other means of 
encouraging such liquidity. 

2. Hedgers. One large trade source 
explained to Commission staff mem- 
bers that he often uses the spread 
market to “roll over” a hedge. Upon 
executing a cash transaction in a for- 
ward contract, he will place an order 
for a regular trade in the most active 
month then trading. At the end of the 
day he will execute a spread to close 
out the near month position and es- 
tablish his hedge in the forward 
month. This hedger insists that for 
ease of bookkeeping he wishes to price 
the near leg of the spread at the same 
price as his initial position. In this way 
he avoids what he considers to be an 
artificial profit or loss. Comments on 
this illustration are requested as are 
other examples of hedgers relying on 
the existing discretionary spread 
pricing system. 

3. Brokers in hectic markets. Certain 
traders have stated that hectic market 
conditions make it difficult for them 
to price spreads immediately. The 
Commission is interested in obtaining 
additional information -on circum- 
stances that could cause a delay in the 
immediate pricing of the legs of the 
spread. 

II. Do any reasons exist why a 
broker should be permitted to execute 
as a spread a transaction in which 
both legs are not for the same or relat- 
ed accounts? 

The CEA in AD 173, discussed above, 
answered this question in the negative. 
The CEA considered the joining of 
separate orders into one spread order 
noncompetitive because one party 
could not be assured of obtaining as 
good an execution as part of a spread 
as he might have with a regular trade. 
Nine of the ten exchanges designated 
as contract markets have rules prohib- 
iting such a practice. However, it 
seems that the rules are interpreted 
by exchange members and compliance 
staffs to permit various exceptions. 

If the rule against joining orders of 
unrelated accounts is applied, without 
exception, to all markets, at least one 
group may lose certain alleged advan- 
tages. Having executed an order in the 
wrong month, brokers have been 
known to create a spread to liquidate 
this position and establish the custom- 
er in the correct month. One reason 
advanced for relying on a spread in 
this case is to avoid having to provide 
the customer with a monetary adjust- 
ment which is subject to exchange 
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review. The leg belonging to the cus- 
tomer is priced to reflect the prevail- 
ing market price at the time the trans- 
action should have taken place and 
any change in price is absorbed by the 
broker in liquidating his leg of the 
spread. The Commission welcomes 
comments on this point. 

III. Assuming that the Commission 
adopts a rule expressly requiring one 
leg of the spread to be priced to the 
current market, how should the term 
“prevailing market price” be defined? 

In pricing one leg to the market the 
broker should be required to use an 
easily verifiable price. One suggestion 
is the last sale price. However, if the 
last sale took place _ substantially 
before the spread being priced, it may 
no longer reflect the market. An alter- 
native in this situation is to look at 
the range of bids and offers existing 
since the last sale. Comments on these 
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points and other suggestions are solic- 
ited. 

IV. Assuming, again, that the Com- 
mission requires one leg of the spread 
to be priced at the current market, 
should the Commission specify by reg- 
ulation which leg is to be priced to the 
prevailing market price? 

Since the price determined by an 
active (as distinguished from an 
illiquid) market is more likely to give 
an accurate portrait of the present 
value of the future, the more actively 
traded leg of the spread should prob- 
ably be priced to the market. The 
Commission seeks comments on the 
difficulties anticipated in réquiring 
the more actively traded leg to be 
priced to the prevailing market price. 
The Commission is also considering in- 
cluding in the proposed rule a require- 
ment that where a spread contains one 
leg locked the limit, this leg must be 
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priced at the limit and the second 
(freely moving) leg must be priced at 
the market. In this way the alinement 
of the spread and regular markets is 
not allowed to become distorted by 
persons seeking to liquidate their posi- 
tion in the locked limit month. 

The foregoing. questions and ex- 
planatory material are not intended to 
restrict or limit comment on the issues 
presented. The Commission seeks com- 
ment in any area that interested per- 
sons believe would be appropriate, in 
as much detail as the commentator is 
willing to provide. 


Issued in Washington, D.C.,.on this 
18th day of July 1978. 


WILLIAM T. BAGLEY, 
Chairman, Commodity 
Futures Trading Commission. 


[FR Doc. 78-20406 Filed 7-21-78; 8:45 am] 
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